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INTRODUCTION

The principal source of Israeli tax revenue is income tax.' The
impact of this tax on the lives of Israelis is crucial, whether in the
public or private sectors. The tax, like any other tax, confiscates
private property and limits individual freedoms.' Undoubtedly, a
should be certain, and devoid of governmental
good tax system
3
arbitrariness.
Any discussion on a tax system must be systematic and orderly.
Discussion on Israeli income tax must be guided by a model which
facilitates examination of the existing tax system, while revealing

1. In the 1989 budget, the income tax division assigned to collect 16,220 million New Israeli
Shekal (N.I.S.), including a land betterment tax (capital gain tax on real estate), an amount that is
almost 2.25 times greater than value added tax (7,180 million N.I.S.); 5 times greater than all kinds
of import taxes, duties and custom (3,210 million N.I.S.) and greater than all kinds of import taxes,
duties and custom (3,210 million N.I.S.) and all the other taxes such as sales taxes, duties on foreign
currency, traveling abroad and the like. See Essentials of the Budget, Jerusalem 160-69 (Feb. 1989)
(discussing the state budget proposal for fiscal year 1989).
2.
Kibbutz Hatzor v. Assessing Officer of Rehovot, P.D. 29, (2) 70 (1982).
3.

See 2 A. SMITH, AN INQUIRY INTO THE NATURE AND CAUSES OF THE WEALTH OF

NATIONS 310, 311 (E. Cannan ed.) (4th ed. 1925).
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the underlying goals of legislation. Such a model should enable
construction and development of a desirable tax system: one which
is applicable and efficient.
The model" consists of eight necessary stages:
1. Determining the tax base; defining the term "income."
2. Classification of income.
a.
Capital gain or current income.
b. Classification of income to different "baskets,"
channels or sources
3.
Factors connecting personal income to the state.
4. Quantification of gross income.
5. Computing the "taxable income."
6. Tax accounting.
7. Determining the tax unit, and calculating the
corresponding tax payment.
8. Tax administration.
The tax system in Israel, like any other legal system, should be
consistent6 and should be based on internal equilibrium and
coherence. 7 The first stage of the above model has substantial and
determinative affects on discussion concerning the subsequent
stages! Yet, the Israeli draftsman avoided any clear definition of

4.
In using this model to analyze tax problems, see Edrey, Codification andTax Law on the
Need for Separate Sources of Income in Respect of Employee and Self-Employed Taxpayers 19
ISRAELI L REv. 440 (1984).
5.
Note that the classification of income into different "'categories," "baskets," or
"channels" is required, not only under the schedular system, but also under the American tax system
which is based on the accretion of wealth concept. See M. GRFArz, FEDERAL INCOME TAXATION
PRINceP.ES AND POLICIES (2nd ed. 1988); M. MCINTYRE, THE INTERNATIONAL INCOME TAX RULES
OF THE U.S. 1I 4-56-4-80 (1989).
6.
See Barak, Toward Codification of Civil Law, 5 TEL Aviv L. REv. 9-13 (1972); BARAK,
JUDICIAL DiscRTIoN (1987).
7.
See BARAX, JUDICIAL DISCRETION (1987) (discussing the meaning and need of coherence
in any legal system). See, e.g., Sugarman, Legal Theory, The Common Law Mind and the Making
ofa Textbook Tradition,in TWINING, LEGAL THEORY AND COMMON LAW (1986).
8.
For example, under the comprehensive tax base, income is equal to consumption plus
saving. Obviously neither personal expenses ("consumption") nor capital ones ("saving") are
allowed as a deduction; in other words, the "ordinary and necessary" requirement derive from the
definition of the tax based. See M. CHIRELTMN, FEDERAL INCOME TAxATION 856, 121 (5th ed.
1988) [hereinafter CHIREIMEIN]; Blum, Accelerated Depreciation: A Proper Allowance for
Measuring Net Income?!l 78 MICH. L. REv. 1172 (1980). See also Edrey 39 ISRAELI BAR L. REV.
(1990) (discussing the deductibility of capital expenses and the capitalization of ordinary expenses).
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the existing tax base in Israel. The current tax base condition was
developed under the Israeli Income Tax Ordinance -- new version9
(I.T.O.) -- based on the British mandate years. The statute does
not exhaustively define the term income.?° Instead, the customary
approach, the British source doctrine, and the schedular system
were simply adopted. The core of these systems is that there is no
taxable income unless it comes from a schedular source.
This essay identifies the origins of the source doctrine, exposes
its deficiencies and proposes an alternative definition for the term
"income" in the modern Israeli tax law. Further, according to the
consolidated principles of contemporary Israeli commentaries and
comments of the Israeli Supreme Court, this definition is a
legitimate interpretation of the I.T.O., and therefore should be
adopted.
II. THE SOURCE DOCTRINE IN ISRAEU LAW
A.

Adoption of the Doctrine in Israeli Law
Section 2 of the I.T.O. states:
2. Income tax shall, subject to the provisions of this Ordinance, be

payable at the rate or rates of specified hereafter, accruing in, derived
from, or received in Israel, in respect .. . gains or profit from any
business or vocation."

In his attempt to define the term income, Dr. Vitcon established
the general direction in his leading treatise on income tax:
This ordinance (Section 2 of the I.T.O.) immediately places us in the fiscal

system on which the law is based. Here, there are a number of sources
of income. By implication, any receipt, money, gain, or enrichment will
not be considered as income unless there is a source from which the

9.
Israeli Income Tax Ordinance, new version at 120 [hereinafter I.T.O.].
10. The definition of the term income in Section 1 of the I.T.O. does not help:
"Income" means the aggregate amount of the income of a person from the sources specified
in Section 2 and 3, together with amounts in respect of which any law provides that they
shall be treated as income for the purpose of this ordinance.
It is noteworthy that in an English translation the words, -the following sources," have
11.
been omitted, probably by the translator. There is no need to say that the Hebrew version, which
contains these three words, is the official version.
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receipt is taken, as fruit from the tree... what is important is that there be
some source from which the income is derived."

The majority of Israeli scholars have followed this rationale, as is
illustrated by the following quotation:
The existence of a number of sources of income attest to the I.T.O.'s English
origin. The English tax system imposes tax on the same designated incomes
in 'schedules', forming an integral part of the tax law. On the foundation of
this principle, the English and in consequence the Israeli tax system, both
refrain from taxing chance and incidental profits which lack a defined source
in order to impose income tax on a specific receipt, it is insufficient
...
solely to correlate between the receipt and the statutory source of income: the
receipt must also have the nature of income [emphasis added]."

A similar opinion has been expressed by another writer:
The result is essentially that the I.T.O. accepted the English source doctrine,
which tried to enumerate the source of income as a substitute for defining
income.., in this way the source doctrine was adopted in Israel.'.

Recently, Professor Yoran comments that "[i]n such a system
there is no ordinary income if there is no source." Yoran agrees
though that defining the tax base according to the source doctrine
is not the best approach, and proposes change that should be made
by the legislature and not by "judicial legislation."'"
Characteristicsof the Source Doctrine

B.

The source doctrine is well-known and is found in abundance in
the Israeli and foreign judicial decisions as well as in
commentaries.' This outline will list only the outstanding and
essential phrases.
1. Source:

A. VrrCON, INTRODUCTION To TAX LAws 8,37 (1957). The same words may be found
12.
in A. VrrCON & Y. NE'EMAN, TAX LAws 58 (4th ed. 1969) [hereinafter VrrCoN & NE'EMAN].
13.
See A. RAFAEL & D. EFRATI, INCOME TAX LAW 21 (2d ed. 1985).
14.

A. NAMDAR, TAX LAWS THE SUBSTANTIVE LAW, INCOME TAx, CORPORATE TAX,

CAPrrAL GAIN TAX 41-42 (1985).
15.

A. YoRAN, TAX AsPEcTS IN TORT COMPENSATION 15 (1987).

On the source doctrine in England, see J. TILEY, REVENuE LAw, 39-48 (3rd ed. 1981)
16.
[hereinafter TILSy]; WHnrrMAN & WHEATCRAr ON INCOME TAX I1 1-23 (2d ed. 1976) [hereinafter
WHrrEMAN & WHEATCRAPT]; A. LAPIDOTH, INCOME TAX, CORPORATE TAX, CAPrrAL TAX (1971)

[hereinafter LAPDOTH].
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Only current receipt from existing specified source forms
income. Any receipt that does not satisfy this condition is not
subject to tax" [hereinafter characteristic A].
2. Exclusivity:
The classification of income into the various sources, which
are listed in the sub-Sections of Section 2 of the I.T.O., is
rigid and exclusive; the same income cannot have more than
one source 1 [hereinafter characteristic B].
3. Territoriality:
Only income sourced within Israel is subject to Israeli income
2
tax 9 [hereinafter characteristic q.]?
4. Government proof burden:
The burden is on the tax authority to prove the existence of
a source from which the income derives21 [hereinafter
characteristic D].
5. The in rem principle:
The subject of the tax is the income and not the taxpayer2
[hereinafter characteristic E].

17.
See supra notes 12-15 and accompanying text; lAPiDoTH supra note 16 (describing the
applicable system in Israel). However, on at least two occasions, Lapidoth raised some doubts about
the continued existence of the source doctrine in Israel. See also Lapidoth, On'The Evolution of the
Source Doctrine, IsRAEtI BAR L REV. 22,53 (1962) (suggesting that in Gabai v. Assessing Officer,
3 P.D. 1258 (1958), the district court in Tel Aviv diverted from Characteristic A of the source
doctrine); Lapidoth, PersonalJurisdictionand TerritorialJurisdictionon Levying Taxes, 18 ISRAELI
Ac. J. 504, 506 (1968) (where he takes issue with characteristic B of the source doctrine). See
generally infra notes 28-33 and accompanying text.
18.
See Lapidoth, On the Evolution of the Source Doctrine, IsRAEL BAR L REv. 53. See
also ThEY, supra note 16, at 1 5:01-5:16; WHIrEMAN & WHEATCROFr supra note 16. See also
infra notes 24-27 and accompanying text.
19.
See Lapidoth, PersonalJurisdictionand TerritorialJurisdictionof Levying Taxes, 18
IsRAEL! AcCr. J. 504 (1968); Assessing Officer of Tel Aviv v. Giora Godick Int'l Prod., Ltd. (1965).
P.D. 23(1) 37. See also Glicksberg, Testfor the Locationof the Interest in the Light of l.T.O. Section
5(4), 13 IsRAEL TAX Q. 296 (1984).
20.
In 1963, the connection between the schedular system and the territorial nexus as a sole
criteria for tax jurisdiction. Norr, Jurisdiction to Ta and InternationalIncome, 17 TAx LAW REV.
431, 433-36 (1962).
21.
Cape Brandy Syndicate v. I.R.C., 1 K.B. 64 (1921). See Justice Agranat's opinion in
Komrofsky v. Administrator of Land Betterment Tax 7 P.D. 141 (1952). But see infra note 125 and
accompanying text.
22.
Graham v. Green, 2 K.B. 37 (1925); 41 Att'y Gen. v. London Country Council 4 T.C.
265 (1901). See infra notes 126-27 and accompanying text.
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C.

Validity of CharacteristicsB and C of the Source Doctrine in
Israel

Detailed discussion of characteristics B and C are beyond the
scope of this essay." Therefore, only the essential elements are
presented.
1.

CharacteristicB

Based on remarks made on several occasions by the Israeli
Supreme Court, and based on normative aspects of this issue, a
proposition was made as follows:
The classification of sources of income in I.T.O. section 2 is not
substantial and exclusive but merely descriptive; the task of classification
must be functional. In other words, if the income is categorized into two
separate sections, such as section 2(1) and 2(7), this income will be
subject to those sections in the I.T.O. which relate to sections 2(1) and

2(7), as long as there is no contradiction between the sections.'
In 1987 the district court in Tel Aviv adopted this approach in
Kiryat Yehudit v. Assessing Officer for Big Entrepreneurs." In
that case, the taxpayer's business consisted of renting industrial
buildings. In 1982 it received an advance rent for several years.
Since its tax returns were based on the accrual method, the
taxpayer argued that it had to include in its 1982 tax return only
part of the advance receipts. The respondent disagreed, based on
I.T.O. Section 8B which states:
Income under Section 2(6) (rent on real estate Y.E.) or 2(7) (lease of
intangible property Y.E.) shall be included in the taxpayer's taxable
income in the same year it was actually received even though it is prepaid.

The taxpayer argued that Section 8B should apply only to nonbusiness rent which is itemized under I.T.O. Section 2(6) and does
not apply to a business income itemized under I.T.O. Section 2(1).

23.

See Y. EDREY, TAXATION OF INTERNAIONAL AcrIvrTy (book in press, Tel Aviv U. Pub.,

1990); Edrey & Dotan, PrepaidRental Fee Under the Israeli Tax Law: Legal andFinancialAnalysis,
5 BAR-ILAN LAW STUDIES 79-104 (1986) (containing commentaries elaborating on this subject).
24. Edrey & Dotan, PrepaidRental Fee Under the Israeli Tax Law: Legal and Financial
Analysis, 5 BAR-ILAN LAW STUDiEs 85.
25. Kiryat Yehodith v. Assessing Officer for Big Entrepreneurs 14 P.D.A.P. 120 (1987).
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Since the taxpayer's income was a business one it concluded that
it was not seized to I.T.O. Section 8B.
First, the court
acknowledged this British doctrine:
The schedules are mutually exclusive and the crown has no option to select
which schedule it will apply to income from any particular source. If it
cannot be taxed under another.'
The court then cited an Israeli text book on income tax:
Ordinary income cannot be included in more than one schedule. Interest
earned by a commercial bank is income under I.T.O. Section 2(1) and not
under Section 2(4). Rent received by a non-business taxpayer is taxed
under I.T.O. Section 2(5) or 2(6) ... and not under Section 2(1)."

By rejecting this doctrine, the court concluded that the income
under any specific schedule itemized in I.T.O. Sections 2(2) - 2(9)
may be considered, according to the circumstances, as business
income under I.T.O. Section 2(1) and may still be described by one
of the paragraphs 2(2)-2(9). In other words, the court accepted the
notion that the classifications of sources of income in I.T.O.
Section 2 is just a descriptive matter and concluded that even
though the plaintiff's income was a business one, its description
accorded I.T.O. Section 2(6), hence it was subject to the provisions
of I.T.O. Section 8B.
2.

CharacteristicC

Based on Supreme Court comments,' Israeli commentaries, 9
several statutory amendments to the I.T.O.," and the normative
26.
WHrnEMAN & WHEATCRAPT, supra note 16, at 15.
27.
A. RAFAEL & D. EFRATI, INCOME TAX LAW 104 (2d ed. 1985).
28.
See Association of Tel Aviv v. Giora Godick Int'l Prod., Ltd., P.D. 23(l) 37 (1965);
Association of Haifa v. Israel Electric, Co. 4 P.D.E. 263 (1970).
29.
See Ne"eman, Testfor the Place of Operationandthe Principle ofResidence as a Base
for Levying Income Tax, 20 IsRAEL! AccT. J. 283 (1970). See also Glicksberg,Testfor the Location
of the Interest in the Light of L TO. Section 5(4), 13 IsRAEUI TAX Q. 296 (1984).
30.
For example, in 1946, I.T.O. Section 4 was added:
Location of income from sale in foreign market.
4. Where a person carries on in Israel an agricultural, manufacturing or other productive
undertaking, the following provisions shall have effect, that is to say 1) if such person sells any product of the undertaking, in a wholesale market, outside
Israel or for delivery outside Israel, whether the contract is made within Israel or
outside Israel, the full profits arising from the sale shall be deemed to be income of
such person accruing in or derived Provided that if it is shown to the satisfaction of
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analysis of the issue, the conclusion is that characteristic C -- the
territorial connection -- is no longer exclusively dominant in the
Israeli tax law.
In I.T.O. Section 5, the Israeli legislature in fact adopted its own
version of the "Force of Attraction" concept:
Location of income,

5. Without prejudice to the provisions of any law relating to the location
of income there shall be regarded as income produced in Israel (i) any profits or earnings produced by a person from a business the
control and management of which are exercised in Israel or from a
vocation which he generally carries on in Israel:
For that matter:
(A) "Vocation" - Whether the income derived from is under
Section 2(1) or 2(2) (income from employment - Y.E.)
(B) A vocation which a person carried on abroad would not be
regarded as different from a vocation that he carried on in Israel
just for the fact that in Israel his income from the same vocation
was under Section 2(1) and abroad under Section 2(2); and vice
versa.
(C) Any person who carried on abroad a vocation which is the same
one he had carried on in Israel will be regarded as long as he is an
Israel resident, as though he generally carries on the same vocation
in Israel.
(2) Work income where the work was done in Israel, whether by an
Israel resident or non-resident, other than income as aforesaid not
exceeding 50,000 pounds, of a non-resident from work for an employer
who is likewise a non-resident, if the employee stayed in Israel during

the Assessing Officer that the profit has been increased through treatment of the

product outside Israel other than handling, grading, blending, sorting, packing or
disposal, such increase of profit shall not be deemed to be income accruing in, or
derived from Israel;
2) if such person otherwise disposes of, uses or deals with, any product of the
undertaking outside Israel, the profit which might have been obtained if such person
had sold the product to the best advantage in a wholesale market outside Israel shall
be deemed to be the profit arising from such disposal, dealing or use, and to be
income of such person accruing in, or derived from, Israel.
I.T.O. Section 5 was enacted gradually: first in 1946, later in 1965, again in 1978, and the last
amendment was in 1984. See infra note 31 (discussing the history of I.T.O. Section 5).
31.
It is noteworthy that this doctrine had been introduced by the legislature in 1946. Ever
since, several amendments have been made (in 1965, 1974, 1978, and 1984) to expand its provisions.
See LAPmIDOTH, PERSONAL JuRISDIcION AND TERRITORIAL JURISDICTION, 18 IsRAr AccT. J. 504
(1968); Y.EDRBY, TAXATION OF INTERNATIONAL Acnvrry, (book in press, Tel Aviv U. Pub., 1990).
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the tax year, for a period or periods not in the aggregate exceeding 90
days;
(3) Work income where the work was done abroad by an Israeli
resident within four years of the date of his departure from Israel, the
employer being an Israeli resident, or within a longer period, the
employer being the State of Israel, a local authority in Israel, the
Jewish Agency, the Keren Kaymet Le-Israel, the Keren Hayesod United Israel Appeal, or any other body designated by the Minister of
Finance with the approval of the Finance Committee of the Knesset, as
a public body for the purposes of this matter.
(4) (a) Interest, linkage differentials, rent and royalties paid by the
State or by a resident, except payments as aforesaid made by a
resident's permanent establishment abroad in respect of a loan
or the use of property for the purposes of such establishment and
except payments as aforesaid in respect of a loan or property
used abroad otherwise for purposes than producing income;
(b) the Minister of Finance may with the approval of the Finance
Committee of the Knesset, exempt from the whole or part of the
tax, on conditions prescribed by him, rent as aforesaid paid for
the chartering of any aircraft or vessel operating on international
routes and interest and linkage differentials on loans for the
acquisition thereof. The exemptions may be general or for
particular types of charters or loans.

This Section enabled the Israeli courts and some commentators
to deviate and to replace the territorial connection test with a
broader and more functional test, namely the connection or the
nexus test.32 The connection test means basically that in order to
tax the taxpayer in Israel there should be a certain degree of
connection (i.e., economic allegiance)33 between the taxpayer or
his/her income and the State of Israel.
According to this approach, the broad connection test is a
substitute for the narrow test of the territorial source of income,
and therefore renders characteristic C invalid.

32.
Association of Tel Aviv v. Giora Godik Int'l Prod., Inc., P.D. 23(l) 37 (1965);
Glicksberg, Testfor the Location of the Interest in the Light of LTO. Section 5(4), 13 IsRAELI TAX
Q. 296 (1984).
33.
On the theory of economic allegiance, see THE LEAG E oF NATIONS - ECONOMIC AND
FINANCIAL COMMISSION, Report by the Expert, Geneva Part H at 20-23 (Apr. 3, 1923).
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M.

A.

VAuDrrY OF CHARACTERISTIC A: DEFINiTION OF
"INCOME"

Essentials of Characteristic A: Definition of the Term
"Income" According to the Source Doctrine

The primary assumption of the English income tax system' is
that it is impossible to exhaustively define the term income, and
therefore the broad itemization of sources of income exists. The
English source doctrine's basic rule is that a receipt that is not
derived from one of the specified sources is not an income," nor
is a certain receipt without a non-existing source, like windfalls,
gifts, prizes, scholarships, and inheritances,' since they lack a
source. 7 In addition, profit resulting from sale of a source of
income, i.e. capital gain, is not considered income."
It must be remembered that the British courts repeatedly denied
accretion to wealth as income. According to the British courts,
income, for tax purposes, must be attributed to a pursuit of
profit. 9 Hence, the following dichotomy is possible: "It is a
good test because it shows the difference between the trade as an
organism and the individual's acts"' where only the income of
the first is taxable whereas the latter is not.
In other words, the English system specifically forbids imposing
income tax on accretion to wealth:
34.
35.
36.
37.

See supra note 16.
See TLEY supra note 16, at 5:19.
See Bennet v. Ogston, 15 T.C. (1930) See also the statutory amendment to I.T.O § 3(F).
Leeming v. Jones, A.C. 415 (1930). See VrrcoN & N'EMAN, supra note 12, at 58.

38.

This is no longer the case, neither in England nor in Israel. Since 1965 there is a capital

gain tax in England; its rate is a flat one of 30%. See Capital Gains Tax Act 1979 in
BuTanwoRTH's - U.K. TAX GUIDE 1984-1985 ch. VIII. On the development in England's tax
system, see WHFATcRAFr & WHrrEmAN, CAPrrAL GAINs TAxES (2nd ed. 1923); Wheatcraft, The
New Capital Gains Taxes BRITISH TAx R., 117 (1965); Silberrad, The New Capital Gains Taxes
BRITIsH TAX R. 178 (1965). In Israel, I.T.O. Section 89(A) states:
"A consideration Cm a capital asset transaction - Y.E.) shall be treated as income within the
meaning of Section 2, and capital gain shall be treated as taxable income."
See LAPIDOTH, supra note 16; A. ViTcoN, INTRODUCTION TO TAX LAws (1957).
39.
F. LABRIE, THE MEANINO OF INCOME INTHE LAW OF INCOME TAx (1953).
40.
Graham v. Green, 2 K.B. 37 (1925).
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Income tax, if I may be pardoned for saying so, is a tax on income. It is
not a tax on anything else. It is one tax, not a collection of taxes
essentially distinct... One man has fixed property, another lives by his
wits; each contributes to the tax if his income is above the prescribed
limit. The standard of assessment varies according to the nature of the
41
source from which taxable income is derived. That is all.

Similarly, the Canadian LaBrie concludes, in his essay, '2 that an
important element in the definition of the term income in the law
of income tax is the motive, the pursuit of profits, and not every
accretion or realization of wealth.
B.

Definition of the Term "Income" in IsraelAccording to the
Source Doctrine

Influenced by Justice Vitson's book,0 Israeli courts initially
were captured by the British concept. However, later attempts to
broaden the tax base beyond the English source doctrine can be
found.
Income, according to current Israeli law, is: all
consideration for goods and services, including proceeds on use

41.
See Att'y Gen. v. London Country Council, 4 T.C. 265 (1901).
42.
See F. LABRIU, THE MEANo OF INcoME IN TmE LAW Op INCOME TAx 22-24 (1953).
43.
See supra note 9; Meshulam v. Assessing Officer Tel Aviv, 4 P.D.E. 30, 34.
44.
It should be noted, however, that here the term "'income" is defined and not classified.
Section 89(A) of the I.T.O., supranote 38, states that -income" includes consideration and the term
"taxable income" includes capital gain. See License & General Ins., Co. v. A.O.B.E. 52 P.D.M. 62,
361 (1962). Therefore, one may conclude that any consideration that a person receives is considered
income, excluding for sale of personal property for personal use. See also Section 88 of the I.T.O.
(defining the term "'asset"). Classification of income into capital or ordinary income does not change
the definition. For the requirement of considerationin order to determine that receipt was considered
as income, see Barzel v. A.O. P.D.-21(2) 69, 271(3) (1967) stating:
The appellant [estate receiver] fulfilled his obligation and received his reward, as ordered by
the court. There was no "gift" given here within the meaning of the English word
"bounty"; i.e., something which is given through the generosity of the payor, without
consideration from the receiver.
See also Friedman v. Assessing Officer Jerusalem, 9 P.D.E. 222, 225 (1977) asserting:
The question whether the recipient is legally entitled to demand the receipt from the payor
is not determinative, for the test is whether that receipt is taxable or not;- as long as that
receipt was not given as a gift but as consideration for some service rendered, it is.subject
to tax.
See also Bernstein v. Assessing Officer Jerusalem, 9 P.D.E. 107 (1975) declaring:
The sum of money was not paid out of gesture or generosity, but as compensation for
rewardable services (emphasis added).
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of assets and capital (excluding consideration for non-commercial
sales of property for personal use) ' as well as any receipt
established as income by statute.'
Yet, there is somewhat of a reluctance, though not specifically
expressed in the judicial decisions, to impose tax on transfer
payments. 7 Consequently, nonbusiness windfalls, treasure troves,
grants for personal use, prizes and awards, gifts, and lottery gains
are simply ignored by the Israeli tax authority. The bottom line is
that among the basic accepted approaches to the definition of
income, it seems that the English-Israeli approach was based on
It is the author's
the so-called "current receipt concept."'
argument that this concept is no longer adaptable to the I.T.O..
Thus, the interpretation of the I.T.O., according to the rules and
doctrines of interpretation crystallizing in Israel today, provides a
foundation for basing the I.T.O. on a different approach, one which
is simpler and more appropriate to the basic demand for a "good
tax'

On consideration for rights as income (though capital gain), see Avrach v. Assessing Officer, P.D.
27(2)477 (1972). But see Assessing Officer Jerusalem v. Yekhezkel Abraham, P.D.E. 7, 36 (1974).
In that case, the court ruled that a transfer payment (welfare payment from the municipality) is not
subject to tax. See also infra note 46.
These transactions were explicitly excluded from the tax. See Section 88 of the I.T.O.
45.
(defining the term "assets").
See I.T.O. Section 3, which adds several types of economic gains e.g., imputed interest
46.
on low interest credit, prepaid rent, and realization of "low cost options." Note that even in England
a professional thief was considered as having a vocation hence his receipt was subject to income tax
even though he, presumably, did not give any "consideration" to his customers. Partrige v.
Malladaine 18 Q.B. 276 (1886). On an interesting development in the United States, see Comm'r.
v. Groetzinger, 107 S. Ct. 980, 986 (1987) where the U.S. Supreme Court concluded that a gambler
may carry on a "trade or business," although he did not sell any specific goods or services.
47.
For this analysis, see H. SIMO NS,PERsoNTAXATON 44-48 & 57-58 (1938) [hereinafter
SIMON]. On the reluctance of the judiciary to tax transfer payments, see Assessing Officer Jerusalem
v. Yekhezkiel Abraham, P.D.E. 7, 36 (1974).
48.
On the different approaches, see SIMONS, supranote 47; H. GROVES, TAX PHILOSOPHERS
(1974); R. MUSORAVE & P. MUSaROVE, PUBLIC FINANCE - THEORY AND PRACTICE chs. 9-11
(1974); W. SCHuLTz & C. HARRIS, AMERICAN PUBLIC FINANCE (8th ed. 1965). See also Edrey,
Comprehensive Tax Base in Israel, 12 MISHPATIM 431 (1982); Goode, The Economic Definition of
Income in 3 COMPREHENSIVE INCOME TAXAION (J. Pechman ed. 1977).
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C.

The Suggested Approach to the Term "Income, " And Its
Theoretical Origin

A better interpretation of the term "income" assumes that
income includes any realization of accretion to wealth of the
taxpayer which may increase his or her economic ability, whatever
its source may be. This Haig-Simmons approach can also be
defined by working backward from disposition:
income =
consumption + savings. While this interpretation can be applied
legislatively," the same result can be achieved through judicial
interpretation.
D.

Test For The Suggested Approach According to the
InterpretationalRules Crystallizing in the Israeli Judicial
System

The conclusion is that the adaptation of the suggested approach
to the I.T.O. is achievable without legislation. A series of articles
by Justice Barak on interpretation of Israeli law,"1 and his treatise
on "Judicial Discretion"" and the integration of these works into
Israeli law by the Supreme Court in Hatzor" and Abraham
Yosef cases and the role of courts on the one hand and the
academia on the other hand in shaping up and carving out the
modem Israeli jurisprudence" enables us to offer an inclusive
approach to the I.T.O. without legislation.

49. See SIMONS, supra note 47; R. Hmo, THE FEDERAL INCOME TAX (1921).
50.
Edrey, Comprehensive Tax Base in Israel, 12 MSHPATIM 431 (1982).
51.
Barak, Toward Codification of Civil Law, 5 TEL Aviv L. REv. 9-13 (1972); Barak,
InterpretationandJudging: Principlesfor IsraeliInterpretation, 10 TEL Aviv L. REv. 467 (1985);
Barak, On the Judge as an Interpreter,12 MISHPATIM 248 (1982); Moutner, Standardsin the New
Civil Legislation 17 MISHPATIM 321-52 (1987) [hereinafter Moutner].
52.
See supra note 6 and accompanying text.
53.
See supra note 2 and accompanying text.
54.
See Director of Land BeLterment Tax v. Abraham Yosef, 13 P.D.E. 73, 79 (1985). See
also Director of Land Betterment Tax v. Hershkovitz, 39 P.D. 281 (1982).
55.
Moutner, supra note 51.
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IV. THE MODEL FOR THE ISRAELI RULES OF INTERPRETATION
AND ITS EFFECTS ON THE SUGGESTED APPROACH

Using the following four basic principles for legitimate judicial
interpretation presented by Barak is helpful:' the indigenous, the

linguistic, the objective, and the normative. The indigenous and
linguistic principles ask whether a certain interpretation is possible
and acceptable. The objective and normative principles pertain to
whether that interpretation is also desirable.

Is the Suggested Approach Within the Legitimate Sphere?

A.
1.

The Indigenous Principle
a. The indigenous principle, emphasizes that local national
components prevalent in every legal system affect the
interpretation of law. The following are some Israeli
expressions of this principle:
Judicial decisions are subordinate to the legislature.
i)
So, the Common Law should not apply Israel law unless
it is required by statute. 57
ii) Legislative technique is significant: detailed statutes
which specify every possible future event cannot be
interpreted as the general formulas. 8
iii) Creation of rules of interpretation depends on the
professional ability of the draftsman of statutes. Only in
a system exemplified by excellence on the part of the
draftsman can exact interpretational tools be used, such
as "from the legislature's negative you can learn of its
affirmative."
iv) When the legislature follows the judicial decision,
interpretational rules can be established accordingly.

56.
Note that such a simplistic approach might underestimate the comprehensive work of
Barak, see supra note 51.
Law of the Legal Foundation L.S.I. 163 §§ 2(A) & (B) (1980).
57.
58.
See Barak, Toward Codification of Civil Law, 5 TEL AViV L REV. 9-13 (1972); BARAK,
JUDIcIAL DiscRErION (1987); Moutner, supra note 51.
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Thus, if the legislature does not change a judicial ruling,
one can assume that it approves of that judicial ruling.
v) The Israeli legal system is a mixed jurisdiction -a combination of Jewish law, common law and
codification based on some of the western European
codes." Its interpretational tools should reflect this
particular character.
b. The implications of these expressions for the issue under
discussion are:
i)
The domestic tax system reflects the social values
and the economic structure of a given society.
Differences between the British and Israeli systems
'should be realized.
Accordingly, we should prefer local and independent
interpretational rules for the I.T.O., despite the I.T.O.'s British
origin. There should be no hesitation about rejecting the British
interpretation. The preferred interpretation should be one suitable
to the modern Western world, and based on the interpretation of
the I.T.O.6°
ii) The I.T.O. used very concise language in its
original provision. The term "income" is a general
one, and therefore the legitimate scope of this
interpretation is rather broad.

59.

See, Friedman, The Effect of ForeignLaw on the Law ofIsraelISRAELI L. REv. 3 (1975).

60.
For example, in Tennent v. Smith, A.C. 150 (1892), the British House of Lords developed
the concept of convertibility, meaning that an employee's fringe benefit given by the employer would

be taxable only if it is convertible into money. This case created some difficulty in the British tax
system. See BUTrrERwoRTH's U.K. TAX GUIDE 1984-85, I1 6:50-6:80. The Israeli Supreme Court
avoided these problems. In the first instance it dealt with this issue the court rejected the test and
preferred what it called "[t]he American test of the benefit of the employee versus the convenience
of the employer" (e.g., I.R.C § 119 and United States v. Gotcher, 401 F.2d 118 (5th Cir. 1968). See
also Dan v. Assessing Officer 14 P.D. 2088 (1958).
There are different approaches see, A. YoRAN,TAx AspEcmS INTORT COMPENSATION 15 (1987);
Friedman, More on the Independence of Legislation, 5 TEL Aviv L. REV. 463 (1977); Friedman,
Additional Comment on the Independence of 'The Law' in the New IsraeliLegislation 5 MISHPATIM
349 (1973).
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iii) The conclusion of the Israeli legal literature 1 and
judicial decisionses is that there is a lack of
professionalism on the part of the draftsman of the tax
law. Therefore, a narrow and specific interpretation is
not useful.
iv) The Israeli tax law draftsman closely follows the
legal decisions of Israeli courts, and creates statutory
norms in accordance with the judicial decisions.
Would it be correct to assume that the legislature
approves of the traditional approach simply because it
does not initiate legislation to change it? Would it
further be correct to assume that the only way to
eliminate the source doctrine from the Israeli tax law is
through legislation? The answer to both these questions
is no. First, the Israeli courts never established
positively and unequivocally, that income does not
include receipt without a sourcea . Moreover, when the
Supreme Court decided a case involving an assessing
officer who failed to specify a taxpayer's source of
income, it imposed income tax according to projected
living expenses of the taxpayer, and the legislature did

61.
See Edrey, Codification and Tax Law on the Need for Separate Sources of Income in
Respect of Employee andSelf-Employed Taxpayers 19 IsRAaI L REv. 440 (1984); Moutner, supra
note 51.
See Nirusta, Ltd. v. State of Israel P.D. 32(a) 826 (1982).
62.
63.
For example, Section 3(F) was enacted following the precedent set in England by Bennett
v. Ogston, 15 T.C. 374 (1930). Section 3(B)(2) was enacted following Schiller Group Utd. v.
Assessing Officer Rehovot, 1 P.D.E. 309 (1966). The first sentence of I.T.O. was amended pursuant
to Shhori & Gottlieb v. Assessing Officer Haifa, 4 P.D.E. 320 (1971); the definition of the term
.. currency differentials," in I.T.O. Section I has been changed in pursuance of an appeal that was
submitted to the assessing officer. See Tamir v. Assessing Officer Jerusalem, 11 P.D.E. 88, 91
(1980).
64.
It should be noted that, in most cases, the court considered the question, but found that
the receipt had a source, and therefore was classified as income. The exceptions are few: Assessing
Officer Jerusalem v. Abraham.Yekhezkiel, P.D.E. 7, 36 (1974). In that case, it was determined that
a welfare grant is neither income nor capital gain. See Assessing Officer Jerusalem v. Abraham
Yekhezkiel, P.D.E. 7, 36 (1974). In Rofeh v. Assessing Officer of Rehovot (1957), it was decided
that periodic gifts to a doctor were indeed considered gifts, and not income. However, 25 years later,
in Fromkin v. Assessing Officer of Haifa (1982), gifts to a physician were determined to be within
the term of income.
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Besides, when Professor Lapidot
not intervene".
implied that the Supreme Court indeed diverted from the
source doctrine, the lack of response by the legislature
to the decision and to Lapidot's conclusion, certainly
supports the suggested approach. Furthermore, in most
cases of legislative reactions to judicial decisions, the
effect of the reaction is actually to broaden the tax
base.'
v) The I.T.O. today is a strong example of a mixed
jurisdiction. It originated from the British mandate
system, but was later developed, through a specific and
elaborate approach, by the Israeli legislature. This
evolution enables and even compels a liberal
interpretation which discards the antiquated British
doctrines, and facilitates absorption of preferred
approaches from various sources.'
2.

The Linguistic Principle

The linguistic principle consists of two components: the first is
that interpretation is needed when the language in the statute is not
Second, interpretation should not create a linguistic
clear.
absurdity.
It is widely recognized that the term "income" is not clear.
Ongoing debate in Israeli judicial decisions' and literature70 as

Gabai v. Assessing Officer, 3 P.D. 1258 (1958).
65.
See LAPmorH, supra note 16, at 32. See also Lapidoth, On the Evolution of the Source
66.
Doctrine, ISRAELI BAR L REv. 53.
See supra notes 63-64 and accompanying text.
67.
See Neeman, Testfor the Place ofOperationand the Principleof Residence as a Base
68.
for Levying Income Tax, 20 ISRAELI AcCr. J. 283 (1970). See also LAPIDOTH, supra note 16 (where
he willingly promotes the idea of variety in the foreign sources, including American judicial
decisions, which are used in determining new Israeli judicial decisions).
69.
See supra note 64.

70.

See supra notes 12-15. See also Vitkon, Capitaland Income for Income Tax, ISRAELI

BAR L. Rev. 25; Lapidoth, Levying Tax on Income from Trade, Business and Profession, 2 ISRAELI'
TAX Q. 243.
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well as in the Western world71 on the meaning of income,
indicates that the term income in Section 2 of the I.T.O. is not
clear. The existence of Section 2(10), the Israeli "sweeping
clause," prevents any clear conclusion that the term income applies
only to receipts that have been defined as income by a specific
statute.
On the other hand, the suggested approach does not create a
linguistic absurdity; it does not contradict any statutory provision.
The argument that there is a statutory provision, which states that
income must be derived from a source, is groundless. Such an
argument is probably based on Section 1, 2 and 2(10) of the I.T.O.
Section 1 defines "income" as "the aggregate amount of the
income of a person from the sources specified in Sections 2 and 3,
together with amounts in respect of which any law provides that
they shall be treated as income for the purposes of this ordinance."
Section 2 states "[i]ncome ...

from the following sources," and

Section 2(10) states "gains or profits from any other source not
included in paragraphs (1) to (9)." These provisions support the
idea that the source doctrine does not create a linguistic absurdity.
Yet, they do not negate any other interpretation of the term income
that is based on one of the known concepts." The existence of
"linguistic anchoring, though minimal in the linguistic theory, is
an Archimaedic foothold."'74 The linguistic anchoring of this
suggested approach, may be found in the I.T.O. in the following
arguments:
71.
See THEY, supra note 16, at 11-18; Surrey & Warren, Income Tax Project of the
American Law Institute, Gross Income, Deductions,Accounting Gains and Losses, Cancellation of
Indebtedness 66 HARv. L REv. 761 (1953) [hereinafter Surrey & Warren]; A CoMPltHEsIVE TAX
BAsE?: A DBATE (13.Bittker ed. 1968). On the desire to change the current tax base in Canada, see
Report of the Royal Commission on Taxation (Carter Commission) (1966). For a discussion
concerning England, see supra note 60; The Meade Committee Report (1978); A. PREST, THE MEADE
COMMn-i'EE REPORT B.T.R. 176 (1978).
72.
Some comments toward such direction were made: A. NAMDAR, TAX LAWS Tim
SuBSTANrIvE LAW, INCOME TAX, CORPORATE TAX, CAPITAL GAIw TAX (1985); LAPDorH, supra
note 16; A. RAFAm. & D. EFRATi, INCOME TAX LAw 26 (2d ed. 1985). See also VicroN &
NE'EMAN, supra note 12, at 58.
73.
Supra note 48.
74.
See Kibbutz Hatzor v. Assessing Officer of Rehovot, P.D. 29, 74(D) (1982). See also
Barak Interpretationand Judging: Principlesfor IsraeliInterpretation, 10 TEL Aviv L. REv. 467
(1985).
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1. The absence of a specific and definite provision in the
I.T.O., such as, "only receipt with a source will be considered
income," permits alternative approaches.
2. Also Section 89(a) of the I.T.O. that says "a
consideration (in capital gain transactions - Y.E.) shall be
treated as income within the meaning of Section 2, and a
capital profit shall be treated as taxable income," certainly
conflicts with the source doctrine. This conflict is heightened
because "consideration" and "capital gain" relate to a
"sale," defined broadly in Section 88 of the I.T.O. to include
gift-giving.
3.
In addition, the choice of the legislature to use in I.T.O.
Section 2(10), the double language "profit or gain" testifies
to this purpose of allowing many diverse options. According
to Section 3 of the Law of Interpretation, the term "or"
expressed in a statute serves to distinguish and not to
analogize.
Therefore, receiving of profits means
consideration for goods or services, and gain is any accretion
to the existing wealth.
4. The mere existence of Section 2(10) of the I.T.O.
(the"sweeping clause") testifies to the obsolescence of the
source doctrine in Israel.76
The linguistic similarity between the Israeli tax-base provision,
I.T.O. Section 2 and the U.S. counterpart I.R.C. Section 61,"
merits 78 an examination of the developments of the U.S. tax
75.

See Law of Interpretation L.S.I. 302 § 7 (1981).

76. I.T.O. Section 2(10) states: "Gain or profits from any other source not included in
paragraphs (9) which are not expressly excluded therefrom and in respect of which no exemption is
granted in this ordinance or in any other law."
77.
Section 61 of the U.S. Internal Revenue Code defines "gross income" as:
a) General Definition: Except as otherwise provided in this subtitle, gross income
means all income from whatever source derived, including (but not limited to the
following items.
[15 subsections itemizing different sources of income follow].
78.
Although only eight different sub-sections exist in the I.T.O. (paragraph 2(3) has been
eliminated in 1968), there is almost absolute equivalence to the sources of income itemized in the
American code. For example, interest and dividend (I.T.O. 1 2(4)) are in sub-sections 61(4) and
61(7) of the I.R.C. Furthermore, allowance, alimony, and annuity (I.T.O. 2(5)) are in sub-sections
61(8), 61(g) and 61(11) of the I.R.C. Comparing I.T.O. 2(10), Section 2 with I.R.C. Section 61

hardly reveals any linguistic differences.
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system.
Such an examination suggests that the aggregate
experience in the U.S. may serve as a source of inspiration for
developing the Israeli tax definition of the base.
In 1920 the U.S. Supreme Court seemingly affirmed the source
doctrine when it determined that "[i]ncome may be defined as the
gain derived from labor, from capital, or from both combined."
However, this view did not last. In Glenshaw Glass Co.,"0 the
Supreme Court held that punitive damages received in a lawsuit are
considered income. The Court states: "Here we have instances of
undeniable accessions to wealth, clearly realized, and over which
the taxpayers have complete dominion."" The Supreme Court's
departure form the source doctrine was accepted willingly" by
American scholars. Since the acceptance of this doctrine, any
realized accretion to wealth, including treasure troves, prizes, and
other transfer payments are considered income for federal income
tax purposes. Those items Congress wishes to exclude from
taxable income must be exempted by a specific code or
provision. 3
Although Glenshaw Glass is not binding precedent in Israel, it
does support the idea that the suggested approach has at least the
linguistic anchoring.
To summarize, the use of the general term "income" and the
abstention of the legislature from exhaustively defining this term
indicates the purpose of the legislation. The intention is to create
a broad interpretation which is changeable and current; an
interpretation which enables different approaches, which strives to
reach stability and security on the one hand, but also movement

79.
Eisner v. McComber, 252 U.S. 189 (1920).
80.
348 U.S. 426 (1955). See Simmons v. United States, 308 F.2d 160 (4th Cir. 1962).
81.
348 U.S. at 431.
82.
See, e.g, Surrey & Warren, supra note 71. See CHpmsTnw, supra note 8, at 6-10; D.
PmiULLS & W. HOFFMAN, FEDERAL TAXATION - INDIVIDUAL INCoME TAXES 7-12 (1980). It is
sufficient to point out the general trend of the process, i.e., broadening the tax base by means of a
broad definition of the term "income," as well as preventing its erosion by exemptions. See JOINT
COMM. ON TAXATION, ANALYsIs OF PROPOSALS Rm.AnNO To CoMREHnNsIvE TAX REFoRM, (Sept.
21, 1984).
83.
Bn-rrER & McMAHON, FEDERAL INCOME TAX ON INDIVIDUALs 15 (1987) [hereinafter
BrrIxER & MCMAHON].
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and renewal and updating of the legal system on the other hand."
Surrey and Warren addressed this same idea in 1954, when they
discussed Section 61 of the Internal Revenue Code. Before an
exhaustive definition is attempted, these scholars suggested that the
legislature wait patiently until "[e]nough wisdom accumulates to
build a more complete legislative solution to the problem in the
future.'

'0'

In conclusion, the suggested approach conforms to the linguistic
and indigenous principles. The examination of whether the
suggested approach is desirable and preferred is conducted on the
objective and normative principles.
Is The Suggested Approach Desirable?

B.
1.

The Objective Principle

The objective principle means the interpretation of the legal
norm is not decided according to the thinking of the judge or
commentator as an individual, but according to his thinking as an
objective jurist. The jurist's deliberation should be directed by the
objective and external criteria of a jurist, forcing upon him
restraint, obedience and control."6
The suggested approach is based on prevailing opinions mainly
in the U.S."
2.

The Normative Principle

The normative principle assumes that a legal provision has
purposes. Interpretation should be a choice between linguistic
options, and the preferred option should be one to achieve
optimally the provision's purpose.

See Barak, Toward Codificationof Civil Law, 5 TE. Aviv L REV. 9-13 (1972); Barak,
84.
Interpretationand Judging:Principlesfor Israeli Interpretation,10 TEL Aviv L.REV. 467 (1985).
See Surrey & Warren, supra note 71, at 775.
85.
See supra note 51 at 197.
86.
See supra note 71.
87.
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V. THE SUGGESTED APPROACH EMERGES FROM THE
NORMATIVE PRINCIPLE

A.

The Purposes and Goals of Israeli Tax Legislation as
Expressed in the JudicialDecisions

Recently, the Israeli Supreme Court set clear guidelines for
interpreting Israeli tax law." Tax laws should be interpreted like
other laws, to preserve and protect equity, justice, liberties, and
private property.
From these foundations, the Israeli Supreme Court elaborated:
1. The legislature intends to levy tax and not to create
loopholes.
2. The legislature seeks efficient and reliable tools for
revenue collection.
3.
The legislature's goal is the creating of a reasonable and
coherent system.
4. (a) The requirement that tax laws should be clear and
unequivocal does not mean that any doubt in tax laws
should benefit the taxpayer.
(b) The origin of the concept that the taxpayer benefit
from the doubt is in the 19th century laissez-faire
approach. It does not apply to systems which today are
based on welfare state principles.
(c) Tax is neither punishment nor injurious, since a
modem welfare state cannot exist without tax.
(d) Today, each member of the community should
contribute his fair share to the treasury, though sometimes
the draftsman has failed to integrate this principle into
statute."
5.
(a) A liberal interpretation does not lead to the
conclusion that the tax law will be applied narrowly.

88.
89.
(1971).
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6. The purpose of tax legislation can be analyzed by using
any reliable source. Therefore, the interpreter must consider
every possible source to understand the economic background
of tax legislation.
B.

General Characteristicsof a Good Tax

The professional literature" reveals almost complete overlap
between accepted norms and those adopted in Israeli judicial
decisions. They are:
1. The goal of tax is to finance public goods and
services."
2. Tax is levied on the public.
3.
(a) Any member of the public should contribute his/her
fair share to the general burden.
(b) Tax should be levied according to the principles of
"horizontal" and "vertical" equity; meaning: equal tax
on equal taxpayers and different tax on different taxpayers.
4. The correct index for measuring equality (or lack of it)
amongst taxpayers is the economic ability.
5. (a) Income is a reasonable index for measuring
economic ability.'
(b) Income is not the goal of tax, but simply a means of
determining appropriate taxation of members of the
community, in accordance with their respective economic
abilities.
(c) The definition of "income," as a function of
economic ability, should be as broad as possible, so as to
include all the components of economic ability.

90.
See supra notes 47-48 and accompanying text.
91.
Though one may argue that any government can finance its activities by loans and
printing money. Accordingly, the only purpose of taxation is to control and regulate private
consumption.
92.
Needless to say, there is much argument supporting consumption or even net wealth as
a tax base. Yet, this article deals with the analysis of the Israeli income=x ordinance and therefore
any discussion here about alternative tax bases is beyond the scope of this work.
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(d) Giving a taxpayer a tax exemption is not a liberal
action since it imposes a heavier burden on another
taxpayer."
6. The practical interpretation of these principles suggests
that every accretion to wealth acquired during the tax period,
regardless of its source, is taxable.
7. Yet for income tax purposes, no unrealized accretion to
wealth should be taken into account.'
8. A broad interpretation of the term income, inclusive of
any accretion to wealth of the taxpayer, enables a substantial
reduction in the tax bracket." A more appropriate protection
of private property, as well as a more equitable distribution of
the burden of tax will result.
VI. DEFINING THE TERM IwoME IN THE IsRAE

TAx SYSTEM

ACCORDING TO THE SUGGESTED APPROACH

A.

Perfection of the Phrase "Accretion to Wealth" and its
Adjustment to Israeli Law

The scientific definition of the word "income" is not accretion
to wealth, but consumption plus savings. The term "accretion to
wealth"' may create misunderstanding, since one might conclude
that receipt which is directed for consumption and therefore does
not influence the increase in wealth, should not be considered
income. This is not the case. Any accretion to wealth, consumed
or saved, should be regarded as income.'

93.

For additional support for these conclusions, see A. EuQND, M. SmPmom & A.

SHISINSKY, TAx EXPENDrRuRES IN ISRAEL: FROM RESOutmCE AIOCATION TO SOCIAL SERVICES 171-

88 (Y. Kop ed. 1986).
94.
See text accompanying notes 114-20.
95.
See A. EXNr, M. SHPIEEL & A. SHISINSKY, TAX EXPENDITURE
RESOURCE ALLOCATION TO SOCIAL SERVICES 171-88 (Y. Kop ed. 1986).

IN ISRAEL: FROM

96. The term "accretion to wealth" is needed in order to show that the taxpayer consumes
and saves from external sources. SIMON, supra note 47, ch. 5 reveals exciting discussion on two
questions: one is taxation on self consumption of services, the other is taxation on appreciated assets
preceding their realization. See R. GOODE, THE INDIVIDUAL INCOME TAXATION 150-51 (1964). See
also CoMPREHIENSIVE TAX BASE - A DEBATE, supranote 71; Bilker, Income Tax Reform in Canada -

The Report of the Royal Commission on Taxation, 35 U. CHI. L.REv. 637 (1968).
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B.

Accretion to Wealth Consumed or Saved

Receipt that was not consumed or saved is not considered,
according to the accepted Israeli law and the suggested approach.
Receipt in money or money's worth, which does not add to the
savings, investments, benefit or consumption of the taxpayer, is not
income. For example, a foreign manufacturer may wish to
persuade a local importer, the taxpayer, to buy his products and
distribute them in Israel. He finances the taxpayer's trip to inspect
the foreign enterprise. Reimbursement for these travel expenses
will not be taxpayer's income.'
. Usually, the distinction between the cases is not always clear.
In the above example, the Israeli taxpayer may have received great
personal enjoyment from his trip abroad. Yet the test must be
objective.98 In any case which the taxpayer receives substantial
and definite benefit, he has received a taxable income, even if this
contravenes the giver's intention.' If the enjoyment is subjective,
personal satisfaction from performing his or her duty should not
count.
C.

Substitutes For Income

Any receipt acquired by the taxpayer, which is aimed to replace
taxable income, will be considered income. An example of this
principle is compensation for loss of earnings. This principle is
based on statutory rules," ° judicial decisions,"'1 and, obviously,
the suggested approach.

distinction between the writing designated for the interpreter and the writing designated for the
draftsman of laws, see Edrey, Codificationand Tax Law on the Needfor SeparateSourcesof Income
in Respect of Employee and Self-Employed Taxpayers 19 ISRAE.. L REv. 440 (1984).
97.
United States v. Grotcher, 401 F.2d 118, 119 (5th Cir. 1968). This approach has been
adopted by the Israeli Supreme Court in Dan Ltd. v. Assessing Officer, Tel Aviv, 14 P.D. 2088
(1959).
98.
On the need for distinctions between objective and subjective benefits, see SrMoNs, supra

note 47.
99.
100.
101.
Assessing

Dan Ltd. v. Assessing Officer of Tel Aviv, 14 P.D. 2088 (1959).
See e.g., I.T.O. §§ 3(A) & 85.
See Shafer & Shmerling v. Assessing Officer Petah-T'ikvah, P.D. 43 2714 (1963);
Officer v. Municipality of Bat Yam, P.D. 23(1) 186(2) 37 (1968).
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D.

Income In-Kind

According to the current law, and as to the suggested approach,
income includes inter alia consideration for goods, services or
rights, whether in money or in-kind.' ° This is the rule regarding
active income of an employee, a self-employed person, a profession
or a business, as well as the passive income derived from
property." In other words, all income, accepted by the taxpayers,
whether in money or in-kind, is subject to tax by virtue of the
general law; explicit statutory rules are not needed.
E.

Imputed Income

In light of the suggested approach, a familiar problem
reemerges: the taxation of imputed income. First, imputed income
is clarified by distinguishing it from income in-kind. The latter is
income which is not in cash and grew out of business exchange
between the taxpayer and someone else. In other words, it is
received from a different person. In contrast, imputed income is
income not in cash, enjoyed by owners of property from their own
use of their property,"°e or by persons creating goods or
performing services for themselves.
By definition, imputed income is included in the scientific
definition of the term income, since it is part of the private
consumption of the taxpayer. Thus, it is appropriate to consider
the possibility of taxing an imputed income." Yet, the existing
law - lex Ferranda - compels a different approach: A clear
statutory rule is required to tax imputed income. In the absence of
such a rule, imputed income is not income subject to taxation.

102. See supra note 101 and accompanying text; infra note 103 and accompanying text.
103.
Dvirv. Asessing Officer Jerusalem P.D.F.8 439 (1975); Assessing Officer Noth Tel Aviv
v. Menachem 12 P.D. 881 (1957).
104.
Marsh, The Taxation ofImputed Income, 58 PoL So. Q. 514-536 (1943). See SIMONS,
note 47 supra, at 123.
105.
Hellmuth, HomeownersPreferencedin 3 COMPREHENSIVE INCOME TAXATION 163-203

(J.Pechman ed. 1977).
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The Israeli legislature demonstrated an explicit intention to
imputed income in Sections 2(3)"0 and 2(8)"re of the I.T.O..
Since Section 2(3) was repealed,"0 ' it should not be revived
through judicial interpretation.
Also, property taxes are quite common in Israel."° Ultimately,
property tax is tax on imputed income." The creation of indirect
double taxation by a judicial discretion is clearly inconceivable.
F.

Legitimacy of Income

According to both the existing Israeli tax law and the suggested
approach, it is irrelevant whether the income is legal or not. Gains
from illegal acts are considered taxable incomes."'
G.

Income by Compulsion

A gain or loss is not required to be part of a free will
transaction."' Yet, a most interesting observation is suggested by
Professor Chirelstein. While dealing with a common law or
judicially developed exclusion for personal injury awards which
have been extended to damages for non-physical injuries, Professor
Chirelstein offers the following explanation:
But presumably as with § 104 itself, the exclusion is justified, or at least
explained by the forced nature of the transaction; an effective
compensation for aforced taking or an involuntary servitude is nontaxable,

106.
Section 2(3) to the I.T.O. aimed to tax the imputed rent that from owner occupation of
residential property. See infra note 108.

107.

Section 2(8) to the I.T.O. states:
(8) Gains or profits arising from agriculture ... including the value of any
produce receivable in respect of the use of capital, property, seed or stock, for

the purpose of agriculture ... or any share of profits receivable in respect of
such use.
108.

Section 2(3) was abolished in 1968. See amendment 13 (1968) L.S.I. 534, at 171. See

also LAPDOWt, PRINCEPLEs Op INCOME TAX AND CAPITAL GAiN TAX, 147-52 (1971).
109. Law of Property Tax and Compensation Fund, LS.I. 337, at 100 (1961).
I10.

See Simons, supra note 96, at 115-17.

111. See supranote 46. For discussion on the deductibility of future liabilities on obligations,
see Isranil Inc. v. A.O.B.E., 9 P.D.E. 131. On the taxation of illegal income, under the U.S. federal
income tax, see BI'TrKE & McMAtoN, supra note 83, at 1 4.5.
112. See the limited solution in section 9(13A) of the I.T.O.
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although the same amount paid as wages pursuant to a contract voluntarily
entered into is clearly income. The result is one that cannot be supported

logically, but it does suggest that involuntary transactions are seen as
somehow pitiful, so that tax relief is often close behind."'

One may argue that the implicit assumption in this quotation is
that when a person is injured and gets compensation during the
time between birth and injury, there has been an increase in that
person's "human capital" and the compensation is the
"realization" event; hence it is a taxable event.
A different approach may be conceived. In an open and
pluralistic society, a human being is born with an unlimited
(unrestricted) ability to produce wealth and welfare. As the person
grows, this ability decreases, either because one chooses a pattern
of income-producing activity, thereby foregoing some other
options, hence reducing the worth of that person's "human
capital," or because the simple fact that as mortals there is a
constant decline in the value of one's life: The value of basic
rights and liberties of a 50-year-old person with a life expectancy
of, say, another 25 years, is definitely worth less than that of a 1year-old baby who is expected to live and enjoy this liberty for the
To put it differently, the injury and the
next 74 years.
compensation is a realization of a loss which should offset any
income the person receives from the injury!
In other words, the rationale for the above exclusion is not
because of the compulsory nature of the income, but because of the
uncertainty that such an income exists at all.

113.
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CHURESTEEK, supra note 8, at 42.
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H.

Realized Income

A basic principle in the tax law is that gain is not included in a
taxpayer's gross income until it is realized.1 4 Exceptions should
be specific and unequivocal."' It is not the purpose of this paper
to offer a clear and precise definition of the term realization. This
essay outlines the essential elements of the suggested approach
relating to the problem of realization of income.
It should be noted, however, that despite the general trend, one
has to draw a clear line between two different concepts: the
realization requirement on the one hand and the tax accounting
method used by the taxpayer on the other hand.
The first concept is part of the definition of the tax base (i.e.,
the "whether income" question). The second one is a matter of
timing -- the "when income" question." '
Only if there is
income, (i.e., when the whether income question has been answered
affirmatively) will the accounting issue (i.e., when the income
should be reported) be considered.
This paper deals with the definitions of the tax base; hence it
deals only with the realization requirement and not with the tax
accounting issue.
There are two essential rationales for the realization requirement.
One is found in the distinction between income tax and net wealth
tax. Though a person's economic ability may be measured by his
net wealth, there is apprehension regarding the use of this
measurement as a tax base. This apprehension originates in the
absence of certainty with respect to the two principle components
of the quantification of net wealth. The value of an asset is equal
to the present value (capitalization) of the flow of incomes
expected from the said property."7 Hence, the value of assets is
114. BrrKt & MCMAON, supra note 83, at 25. See Cohen v. Assessing Officer Ramat
Gan 20(2) P.D. 421, 442 (1965).
115.
See I.T.O. §§ 85 & 100.
116. Malman, Treatmentof PrepaidIncome - ClearReflection oflncome or Muddied Waters?,
37 TAX LAw. 103 (1987) [hereinafter Malman].
117.
See CiRazrm, supra note 8; Blum, Accelerated Depreciation:A ProperAllowance
for Measuring Net Income?! 78 MicH. L. REv. 1172 (1980). See also R. MusORAVE & P.
MUSROav, PUBLIc FINANCE - THEORY AND PRACInCE chs. 9-11 (1974)
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based on several estimations: the flow of incomes expected from
the same property; the interest rate used for capitalization -discount rate -- for calculating the present value of this, the life
expectancy of the asset, and its salvage value. A greater
uncertainty prevails with regard to the flow of incomes expected
from personal services.
Thus, taxing the net wealth is actually taxing expected income.
It would therefore be better to wait and tax the actual profits. As
a result, instead of merely estimating, it would be better to wait
until the realization of income can be verified. In other words,
income tax is the second best next to taxation of net wealth, and is
preferred because of its certainty.
The second rationale originates form the idea that tax should not
be imposed on those without cash"' to pay the tax, or on those
who cannot acquire this cash without selling the same property
which produced the taxable income.
These two rationales are found in fact in two of Adam Smith's
four canons of good tax: ". .. 2. The tax that each individual is
bound to pay ought to be certain and not arbitrary... 3. Every
tax ought to be levied at the time or in the manner in which it is
9
most likely to be convenient for the contributor to pay it.""
In light of these two rationales, one may conclude that realized
income means a certain definite income which is received by the
taxpayer or the taxpayer has full power to receive it. The need for
certainty is therefore the dominant requirement. When considering
income actually received, the required certainty relates to the
entitlement of the right to the income. When the taxpayer has not
yet received income, but has the power to receive income, then the
required certainty is applied to the right as well as to the evaluation
of income which will be received.

118.
See I.T.O. §§ 100-01. See also Section 3(C), which implicitly shows that the Israeli
legislature adopted Eisner v. McComber, 252 U.S. 189 (1920).
119. 2 A. SMITH, AN INQUIRY INTO THE NATURE AND CAUSES OF THE WEALTH OF NATIONS
310, 311 (E. Cannan ed.) (4th ed. 1925).
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If these components are found to exist, then the following issues
are concerned with quantification of income, timing and
reporting.'" These problems do not relate to the definition of
income, but to the tax accounting issue, and hence are not to be
discussed in this paper.
The terms "income received," "power to receive," and
"certainty of income" will be explained briefly.
1.

Income Received

As long as the taxpayer does not fulfill his duty, receiving
money, when aimed at the end of a transaction to be consideration
for goods, services, or rights, should not be considered realization
of income. In other words, neither a taxpayer who agreed to sell
business inventory and received money before supplying the
merchandise, nor a professional who received money before
rendering services, has realized income. The income is derived
from the sale of inventory or rendering of services. As long as
these prerequisites are not fulfilled, there is no income. The total
money received is but prepayment, advancement, or deposit, and
therefore should not be subject to tax simply because the income
has not yet been produced or earned. The tax accounting method
("cash basis or accrual method") is irrelevant at this stage.12'
. As mentioned, the origin of the realization requirement lies in
the need for certainty. As long as a transaction had not been
completed and the taxpayer is under the obligation to either
perform his part in the deal or refund his customers, the

120. According to the suggested model, supranote 4, the fourth stage deals with the problem
of quantification of income. Thc sixth stage deals with the problem of reporting. In other words,
before dealing with the problems of reporting, it must be determined whether there is an income at
all. After that is established, quantification of income and timing of reportage can be determined. On
the practical importance of analyzing tax problems according to the suggested model, see Edrey,
Taxation ofInterest - Free Loans- Economic,and LegalAnalysis, 12 TEL Aviv L. REV. 145 (1987).
On the distinction between realization, a matter relates to the first stage of defining the tax base, and
timing a matter relates to the sixth stage of accounting. See Malman, supra note 116.
See Malman, supra note 116.
121.
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prepayment should be treated as a loan and the general rules of
taxation of low interest loan should apply.'"
Once the taxpayer performs his part, or the performance is
contingent on the customer demand without any obligation to
refund if they do not demand, the income is earned, and the only
issue left is the tax accounting issue.
2.

Power to Receive Income

The concept of certainty also applies to situations when
taxpayers had the ability to obtain the income, but due to that
person's own reasons, declined to accept and postponed acquisition
of the cash to a later date. Whether the taxpayer specifically
agreed to the postponement or entered the transaction knowing in
advance that receipt of a fee or return would not occur until a later
date, the taxpayer still had the ability to obtain income. An
agreement to postpone the time of reception does not change the
fact that income is created.
If the taxpayer is forced into entering a transaction, then the
situation is quite different. Examples include selling business
inventory by order of the authority, or being forced to buy
compulsory wartime loans/bonds. As long as the income is not
actually received, it is not realized income, since the taxpayer did
not have the power to control the time of receipt. In such a case
immediate taxation is inappropriate. The taxpayer not only has to
dispose of property against that person's will under conditions
which the taxpayer does not dictate and in a giving of forced
credit, but is also required to pay tax before the cash reaches her
possession. Undoubtedly, this last requirement is injurious to the
requirements of elimination of governmental arbitrariness and the

122.

See I.T.O. § 3(1); I.R.C. § 7872 (1986). One explanation to the fact that in the United

States the courts tend to consider advance payment as income and not as deposit or loan is that up
to 1984 all the I.R.S. attempts to tax the imputed interest on low or free interest loans had failed.
BrrrXER & McM,-oN, supra note 83, at 36.3. Since the enactment of I.R.C. § 7872, it might be
that the taxation of the "'time value of money" will change this tendency. See supra note 116.
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convenience of the taxpayer. It contradicts the two rationales of
the realization requirement and, therefore, should be rejected."23
3.

Certainty of the Income

There are two aspects to the certainty requirement. The first is
the entitlement of the right to income, as discussed above. The
second is certainty in evaluation of income before that income is
received. This concept has been elaborated upon by the Israeli
Supreme Court in the case of Defus-Hamerkaz.1
The
interpretation of certainty, in connection with this topic, is the
elimination of all reasonable doubt that the value of property
determined as income does not decrease after the end of the taxable
year.
VII. VALImiTY oF CHARACTERSTICS D AND E

Adoption of the suggested approach will lead to the abolition of
characteristics D and E. More specifically, the abolition of these
two characteristics and the abandonment of the source doctrine are
in the test of cause and effect.
A.

Who Benefits From Doubt in the Tax Law?

The trend marked by the abolition of characteristic D is
crystallized by the Israeli Supreme Court in the Hatzor'" case:
It is customary to cite . Rowallt in the case of Cape Brandy Syndicate v.
IRC (1921) 1 K.B. 64,71. "'... [i]n a taxing act one has to look merely

at what is clearly said. There is no room for any intendment. There is no
equity about a tax. There is no presumption as to a tax. Nothing is to be
read in, nothing is to be implied. One can only look fairly at the language
use." These ideas were integrated into the interpretive legal approaches'
of the English judges themselves. There was hard criticism of Rowallt's
view (Bennion, Statutory Interpretation, 1984, 243), and it was said that

123.
124.
125.

Supra note 119.
P.D. 36(4) 589 (1980).
Kibbutz Hatzor v. Assessing Officer of Rehovot, P.D. 29, (2) 70 (1982).
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this view should not be accepted. If this is the case in England, it should
also be the case in the Israeli legal system. It is incorrect to state that tax

should only be levied when the language is very clear, even unclear
language may impose taxes as long as it is clarified by its interpretation.

B.

Tax Levied on the Taxpayer and Not on Income?

Though there is no direct support to the notion that the income
tax in the Israeli tax law is imposed basically on the taxpayer and
not on his or her income,'" it/seems, in the light of the discussion
presented in this paper, that this is an unavoidable conclusion.
This conclusion relies heavily on the normative principle that the
goal of taxation is to distribute the burden of the national expenses
among the members of the community in accordance with their
economic ability. Personal income is no more than a measurement,
a yardstick, to this ability." 7
VII.

SUMMARY AND CONCLUSIONS

This article has a dual purpose: to describe the development in
the Israeli tax law and to try to prescribe the future path it should
take in its continued evolution. Though the income tax ordinance
departed from the British tax act, the British mandate courts
referred to the British tax system as a binding source of law. The
Israeli courts and some commentators have had some difficulties
in developing an independent approach immediately after the
establishment of the state of Israel. Consequently, the British
source doctrine and the schedular system was adopted.
During the subsequent years, a new trend evolved. Influenced
by American courts and commentators, the idea of the true concept
of the "ability to pay" has been accepted. The tax base has been
broadened by the legislature and consequently by the courts as
well.

126.
provisions
directly to
127.
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One may find a direct support to this idea in sections 13A, 93 & 94B to the I.T.O. These
aim to avoid double taxation of the corporate-source income by allocating this income
the shareholders.
See SIMONS, supra note 47.
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The concept of "accretion to wealth" has not been accepted by
the courts in so many words. Yet there are numerous indications
that the Israeli Supreme Court is ready to follow the U.S. Supreme
Court decision (i.e., Commissioner v. Glenshaw Glass Co.) and to
accept this concept, if and when the tax authorities decide to
challenge the old British doctrines.
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